Introduction
A major objective of bank management is to increase its returns for owners. This, however, often comes at the cost of increased risk. It can be argued that the effective management of these risks is essential to bank performance. For most banks, loans are the largest and most obvious source of credit risk. Should a borrower default, the principal and the interest payments are at risk. In a frictionless capital market, risk is observable, thus effective credit risk management can be achieved through maximizing a bank's risk-adjusted return by maintaining credit exposure within acceptable levels. However, in practice, the credit quality of many banks' lending decisions is poor. One reason is the information asymmetry between lenders and borrowers. Numerous papers have been devoted to study how information asymmetry causes adverse selection and moral hazard behavior of borrowers, and how banks use screening and monitoring to effectively manage credit risk. This line of literature assumes banks have incentives to manage credit. In reality, this is not the case, especially for government banks.
State-owned banks firmly believe that they would be bailed out by government should any bankruptcy possibility occur, thus have less incentive to manage credit risk. That is why we see the inefficiency of government banks worldwide (see La Porta et al., 2002; Barth et al., 2004; Berger et al., 2005) . Besides the incentive issue, government banks are subject to intervention by politicians who often ask for lending to socially favorable projects or to state-owned enterprises (SOEs). Therefore, it interests us to know what kind of credit risk management exists in a government bank and to ask whether government banks give favorable loan terms to SOEs. The answers to those questions are based more on anecdotal evidence and lack empirical support.
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In this paper, we attempt to fill the gap by examining credit risk management in a stateowned bank in China. In China, the financial system is dominated by the four of the largest state-owned banks. The bank credit/GDP ratio is 1.1 in China, while a sample average of English origin, French origin, German origin and Scandinavian origin countries' bank credit/GDP ratio is 0.73 (Allen et al., 2005) . This provides us with a good opportunity to examine credit risk management in the context of government banks.
Before the early 1990s, there existed a weak legal system for banking regulation and supervision in China (Liu, 2000) . Most banks were controlled by local governments through administrative means and were not regarded as commercial entities. Instead, they were treated metaphorically by local government as 'automatic teller machines (ATMs)' from which they withdrew money that they directed to state owned enterprises (SOEs). However, many SOEs were unprofitable or inefficient. As a result, local government directed (LGD hereafter) lending accounted for between 20 and 60 per cent of the assets of the four 'state-specialized' banks (Lou 1993) . Consequently, a large number of non-performing loans (NPLs thereafter) accumulated.
The large proportion of NPLs seriously affected the profitability of banks, such that the return on assets of banks decreased from 1.4 per cent in 1985 to 0.3 per cent by 1994 (Lardy 1998 ).
The central government addressed the problem of LGD in the early 1990s by enacting the Act on Commercial Banks 1995. Following this Act, state banks were no longer regarded as policy banks or state-specialized banks, but transformed to state-owned commercial banks. In other words, after 1995, state-owned commercial banks needed to set up criteria to screen borrowers because the Act required the banks to be responsible for their profits and losses. To 4 make this move credible, the central government implemented a series of reforms around 1995.
The objective was to motivate banks to practice good credit risk management.
Skeptics countered that, despite the intentions of the central government, the change in the banks might not necessarily be effective, citing two main issues. The first factor was the intervention of local governments in bank lending decisions. Many state banks were required to lend to SOEs to support the local economy. If such LGD lending persisted after the Act on Commercial Banks 1995, the Act would be deemed ineffective, impacting the bank's profitability. The second factor is the moral hazard problem within state banks, which arises due to the nature of state ownership and lack of sufficient risk awareness to monitor loans.
In this paper, we assess the impact of the Act on Commercial Banks 1995 on the lending behavior of state banks. Employing a unique database from a state-owned bank in China, we attempt to determine whether the quality of the lending practices of the bank improved after 1995 when the Act on Commercial Banks 1995 was enacted. It is hypothesized that banks strengthened their credit risk control after 1995. This is a neglected aspect of Chinese bank lending behavior because there are limited studies on state banks in China due to the data collection difficulty. Xu (2000, 2003) studied banking reform before 1995, finding that bank employees' assessment of SOEs' credit risks was better than the assessment by bureaucrats and there was a positive relationship between bank financing and borrowers' profitability. However, the relationships were weakened after 1990 because banks imposed soft budget constraints on SOEs. Li et al (2001) show that low profitability of state-owned banks results from their higher ratio for non-interest expenses and lower interest margin than joint-equity banks. State-owned banks also generated lower returns with higher financial risks than their Western counterparts. Hwa and Lei (2010) reviewed reform strategy of Chinese state commercial banks and find strong financial performance after 5 the reform. Rowe et al. (2009) examine the relation between board governance and profitability of Chinese commercial banks. They find board governance characteristics, such as higher board ownership, lower percentage of insiders on board, and lower block ownership are associated with better bank profitability. Berger et al. (2009) study the efficiency of partially privatized state-owned banks. They find that minority foreign ownership is far more efficient than state ownership in terms of profit and cost efficiency in China. Chang et al. (2009) examine how useful banks' internal credit rating scores are in predicting the default status of commercial loans in a major Chinese state-owned bank. They find that the internal credit ratings are significantly related to loan default and this credit rating measure is associated with commonly used financial ratios as well as specialty information detected by the bank. This paper is different from the literature in three ways. First, the above literature looks at how certain factors affected the outcome of bank performance. None of those papers look at the process of bank lending, that is, what kind of factors affect the loan contract design. Our paper explores the pricing behavior of a Chinese bank, that is, how borrower characteristics and loan characteristics interact with each other, which ultimately affects loan rate. To do this, unlike most papers on bank lending that view loan contract terms independently, we allow for interdependence between loan price and non-price terms in the determination of the loan contract. In this way, we can provide comprehensive evidence on credit risk management practice in China. Second, our sample period is relatively long, and this enables us to examine the impact of the Act on Commercial Bank 1995 on bank lending behavior. Thirdly, we take political factors into consideration and study whether state-owned banks give favorable terms to state borrowers. The findings would be useful to a wider group of policy makers, borrowers, lenders, and investors in evaluating the performance of government banks.
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We use 2,459 commercial loans from a branch of a government-owned bank. In some tables, we split the sample into two periods, 1990-1995 and 1997-2004 2 , and divide borrowers into two groups, SOEs and private firms. Using a simultaneous framework in which the lending rate, maturity, and collateral status are written into the loan contract, we compare the determinants of the interest rate spread in the two periods. Three main findings are presented.
First, after 1995, the state bank undertook more rigid screening of its borrowers. Second, we find that the SOEs are charged an interest rate higher than that of private companies by six basis points. Third, we find that shortened loan maturity and use of collateral are used together in the state bank to reduce the information asymmetry. Overall, the results show the change in government bank-lending strategies that have had a positive effect on Chinese commercial banks.
Section two briefly outlines banking reform in China. Section three presents a brief review of the relevant literature and theoretical predictions. Section four describes the sample and data.
Section five discusses the methodology and presents the empirical results and section six presents our conclusions.
A Short History of Chinese Banking Reforms
The Chinese economic reform process officially began in December 1978 at the (Bester, 1985; Besanko and Thakor, 1987) argues that banks have less information about risk when borrowers have private information about risk, thus banks would ask borrowers to post collateral to signal the quality. These models predict that better-quality borrowers would more likely provide collateral and pay a lower rate. On the other hand, the moral hazard model (Holmstrom and Tirole, 1997; Boot et al., 1991) states that, after obtaining a loan, borrowers have incentives for asset-substitution when firms take risky debt. These incentives are stronger for low-quality borrowers. Accordingly, banks can ask the borrowers to commit to lower asset substitution by providing collateral. The moral hazard model predicts that when risk is observable, low-quality borrowers are more likely to provide collateral and banks charge a higher rate. It is not clear whether it is the adverse selection or moral hazard problem that is more serious in China.
Therefore, we will provide empirical evidence about which effect dominates.
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Similar predictions can be applied to maturity because it is often used by the bank to reduce risk. This agency cost can be minimized by two mechanisms: (i) shortening maturity and asking for collateral together and (ii) either shortening maturity or asking for collateral. The first mechanism suggests that collateral and maturity are complementary. If this is true, we expect to have a negative relationship between the two. The second mechanism is that collateral and maturity are substitutes and are expected to have a positive relationship. In China, institutional and legal frameworks are not well developed and the credit history of borrowers is short. Therefore, we expect information asymmetry to be more serious than in developed countries. We predict the bank would use both collateral and maturity to minimize the risk.
Thus we expect to see a negative relation between collateral and maturity.
Relationship lending is also widely explored in the banking literature. The impact of the bank-borrower relationship is captured in relationship length. Conditional on its past experience with the borrower, the lender now expects loans to be less risky. This should reduce the lending rate of the loan over time. However, on the down side, a credible long-term relationship may leave the borrower and bank locked into one another, so the borrower may exploit the bank by paying a lower interest rate or the bank may exploit the borrower by charging a higher interest rate (Sharpe, 1990; Rajan, 1992) . Therefore, relationship lending has both upside and downside risk. Which of these is dominant depends on the nature of both the borrower and the bank.
Peterson and Rajan (1994) studied the impact of relationship lending on the availability and cost of funds to the borrower. They found that close ties between a firm and its creditor are valuable and that this close relationship increases the availability of financing to the borrower, but not the cost of financing. We are not certain whether the borrower-bank relationship will increase or reduce the interest rate and so we leave it to empirical testing. Boot and Thakor (1994) consider the bank-borrower relationship using a model of multiperiod loan contracts in which the lending rate and collateral are determining factors. They argued that long-term contracting under a durable relationship enables the bank to effectively charge lending rates for borrowers through time by reducing the use of collateral. Therefore, banks require collateral from new borrowers and do not require collateral from established borrowers. Their study suggested a negative relationship between the length of a bankborrower relationship and collateral status. China is a country that widely uses collateral and we expect to find this negative relationship between a bank-borrower relationship and collateral.
Diamond (1991) examined how borrowers choose a maturity structure and how their choice depends on their credit rating. Diamond (1991) assumed that a firm is subject to liquidation risk, which is defined as the risk that a firm is unable to pay back its debt and thus will be liquidated by lenders. He argued that good borrowers prefer a short-term debt contract because they can get better lending rates for refinancing when good news arrives. Bad borrowers prefer a long-term debt contract because the liquidation risk is lower compared with the liquidation risk under a short-term debt contract. However, borrowers with very poor rating can borrow only short-term debt because they are rationed out of the long-term debt market. Thus, we expect that borrowers in China have such preferences and expect to find a non-monotonic relation between a firm's credit rating and its debt maturity.
Data and Sample Selection
The data we use are based on the records of 2,459 commercial loans (after excluding some unusual loans) drawn between 1990 to 2004 from a branch of a government-owned nationwide commercial bank (Bank A) with over 30 per cent state shareholding (the largest in the bank).
These are the currently available best databases with complete data series. There are no missing 11 values or variables. They have also been corrected (if there were any mistakes) by the internal examiners. Data are for internal use, and should be reliable. This government-controlled joint stock bank had over 2,000 branches and sub-branches and more than 50,000 employees across China by the end of 2004. It is truly a national and general-purpose bank, granting loans across industries to small-, medium-, and large-sized firms. The branch that we examined is located in the middle region of China. It has 25 sub-branches under its control. We believe this sample fairly reflects the general picture of the loan business in China given that the bank reforms and SOEs in the middle region are modest compared with those in the coastal region. There were 654 borrowers, who, on average, had over three loan transactions with the bank. For each loan, we collected information on the contract terms and borrower characteristics. In some of the analysis, we split the sample into two periods, 1990-1995 and 1997-2004 , to examine the impact of the Act on Commercial Banks 1995 on the lending behavior of a governmentcontrolled commercial bank, and divided the borrowers into two groups, SOEs and private firms. We exclude observations for 1996 in the regression analysis because the newly enacted Act on Commercial Banks 1995 caused substantial changes within banks. It took some time for this Act to be put into practice so the excluded year's observations will ensure the results free from outliers.
One important fact in the loan business in China is that the interest rate is censored (centrally controlled). The People's Bank sets the basic interest (prime) rate and allows commercial banks to determine the lending rate within a stipulated band around the prime rate.
The upper and lower limits vary from time to time and the band has a tendency to widen. The first time that this band was set within the sample period was 1990. However, censoring was not binding until 1995. On October 23, 1997, the People's Bank set the bank rate at 10 per cent of the basic interest rate for short-term loans (one-year loans). The latest revision of the band in the sample period was on June 10, 1999. It was set at -10 percent and +50 per cent of the basic interest rate for both short-term and long-term loans.
Policy lending could be a factor affecting bank lending. However, it is very difficult to identify which loans are 'crony' loans. We observed that there are a few loans that were lent and then returned within one month. The average size of these loans is twice the average loan size. It seems that the bank has an unusual relationship with those borrowers, which may be policy lending. Therefore, we deleted those unusual loans (15 observations).
The credit profile we used specified: (1) the characteristics of the borrower (firm size, relationship length with the bank, SOE or private, industry sector); (2) the characteristics of the credit (interest rate spread, amount of loan, maturity, collateral, and guarantees (acceptance bill)); and (3) the ex ante performance of the loan (credit rating). Full variable definitions are given in the appendix. Table one shows the basic data about the lending terms in the sample broken down into three sets of characteristics: ownership, collateral, and firm size. There are 2,459 loans granted with a mean of RMB6,970,078 (US$870,000) per loan, but loan size varies between RMB22,400 (US$2800) and RMB300,000,000 (US$37,500,000) 3 . This wide variation is due to the long sample period and the fast growth of Chinese enterprises. The average interest rate spread on loans in our sample is 0.688. The spread varies considerably from -4.98 to 5.76 per cent. Despite the large variation, the spread of 95 per cent of the loans falls within the band stipulated by the People's Bank.
The maturity of a loan is another important factor in the debt contract. We include it as a proxy for the risk that is associated with the time until the loan is repaid. Most loans from the branch are short term because the average maturity is 9.6 months. 3 The exchange rates of the renminbi against the U.S. dollar from 1990 to 2004 are available from the author.
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The relationship characteristics control the information and experience effects. We include the natural logarithm of (one plus) the duration of the relationship in our analysis. A relationship starts from the first time that a firm obtained a loan from the bank. The average duration of the relationship is 1.33 years with the maximum of 7 years.
We also include the bank's own ex ante credit rating on the loan to control the risk. It has a mean of 3.295 on a rating scale where one is the best rating and six is the worst rating. The score is estimated on the basis of a number of factors such as the financial health, industry outlook, past loan performance and growth prospects of the firm. All these factors are associated with default risk and represent a firm's aggregate risk factor.
Panel B shows that SOEs borrow a larger volume and have a lower interest rate spread and longer maturity term than do private firms. The favorable terms are supported by their better credit rating and longer relationship with the bank. Panel C shows that collateral loans are granted at a larger volume and higher interest spread. These loans have a poorer credit rating than non-collateral loans. This result is consistent with the regulations that are set by the People's Bank and the findings of Berger and Udell (1990) that collateral is most frequently associated with riskier borrowers and riskier loans. Panel D compares the loan characteristics for different borrowers. Small firms borrow at low volume, higher interest rates and for shorter periods. This is probably because their credit rating is poor and their relationship length with the bank is shorter. The situation is reversed for large borrowers. In general, as small firms are more likely to be a greater risk than are large borrowers, the loan terms are less favorable to small firms than to large firms.
In summary, table one gives a general picture of the loan characteristics. We find that favorable loan terms are granted when borrowers have a good credit rating and a longer 14 relationship with the bank. Firm size and collateral status are also associated with the risk (credit rating). was in the first sample period, which suggests the strong financial needs of borrowers. The interest rate spread declines from 2.5 to 2.6 per cent to 0.4 to 0.5 per cent over the sample period, which may largely result from the increased competition among domestic banks. This decline is more severe for SOEs than for private firms. The maturity of the loan is longer, especially for private firms. In general, the average maturity is less than one year, which suggests that most of the loans are short term and used as working capital. With regard to credit rating, we find that the average credit rating of SOEs (2.931) is better than that of private firms (3.311). Finally, the relationship length is longer for borrowers in the second sample period than in the first and it is longer for SOEs than for private firms. 
Methodology and Results
Our paper follows the studies of Diamond (1991) , Boot and Thakor (1994) , and Rajan (1992) and tests their predictions in the simultaneous equation framework that was proposed by Dennis et al. (2000) . To reflect the joint consideration of the contract terms, they model the choice of maturity and collateral status and then model the lending rate and commitment fee, which are determined by the choice of maturity and collateral status. We follow their methodology, but consider only the first three contract terms and ignore the commitment fee because the bank in our sample does not have a commitment fee in its loan pricing. The model takes the following form:
Interest rate spread = Following Diamond (1991) , we include firm size, credit rating, and the square of credit rating as explanatory variables in equation (1) to capture the non-monotonic relationship between credit rating and the maturity of a loan. In equation (2) we include firm size, credit rating, and relationship length as explanatory variables to test Boot and Thakor's (1994) finding that there is a negative relationship between loan collateral and relationship length.
A difficulty in estimating these simultaneous equations is that the dependent variables include a mix of discrete choice (collateral), continuous (maturity), and censored (interest rate)
variables. Our approach is to apply a two-stage estimation procedure for simultaneous equation models with limited dependent variables. In the first stage, we use the maximum likelihood method to estimate a reduced form model for each of the endogenous variables. Then, in the second stage, the structural parameters are estimated by substituting the reduced form fitted values for the endogenous variables using the least squares methods.
Bank lending rates before and after 1995
Table three presents the regression estimation of equations (1), (2), and (3). We split the sample into two periods, 1990-1995 and 1997-2004 in table three. The exclusion of observations for year 1996 in regression analysis is to ensure the results are free from outliers that may occur due to the changes banks had for the adoption of the newly enacted Act on Commercial Banks 1995.
Loan pricing for SOEs and private firms
The regression results in columns three and six of The observations that year were 145, which is relatively small. Thus, the simple statistics do not support the conventional view after the initiation of Act on Commercial Banks 1995.
Another way to study whether SOEs receive 'soft' loans is to examine the sample of eliminated customers. Every year, the bank eliminates certain customers, which, by definition, the bank would not give loans to in the future. Panel B of Table four reports the number of customers being eliminated per year. We find that the number peaked in year 1997, and then went down. In general, the difference between SOEs and private borrowers is not significant.
Thus the sample shows that there is no particular bias in terms of ownership in eliminating poor borrowers.
The coefficient on State*credit_rating is significant at 0.046. This coefficient suggests that the interest rate spread increases by 4.6 basis points for state loans if the credit rating changes one point. The credit ratings for private firms are not significant possibly due to the credit rationing effect, i.e., bad private borrowers might have been rationed out of the credit market.
Our results suggest that the bank has strengthened its credit risk control for SOEs. There are several possible factors that could drive the results. First, government intervention was reduced after 1998. In 1998, the People's Bank replaced its 30 provincial branches with nine crossprovince regional branches with the aim to reduce the influence of local governments on bank lending activities. The bank officials were replaced by new staff who had little connection with the local government. Second, SOEs are more risky than private firms due to the massive reforms applied to SOEs in late 1990s. The biggest uncertainty associated with SOEs' reform is 19 that local government may not bail out the SOEs if they were not performing well. These two factors are not applicable to private firms and that could be a reason that the bank would charge slightly higher interest rates for SOEs that have low credit ratings.
Interdependence
The coefficients of the contract feature the interdependence term, i  , which are also of interest. There is strong evidence that the choice of contract features is interrelated with six of the eight interdependence terms being statistically significant at the 99% confidence level.
These results provide support for the use of the simultaneous equation framework that choices of loan features are interrelated. Moreover, we find that there is a negative relationship between the collateral status of a loan and the maturity of a loan in both periods. This relationship was weaker from 1990-1995. This result supports our prediction that information asymmetry is more serious in China so shortening maturity and asking for collateral complement each other in Chinese banks to reduce information asymmetry. This result is also consistent with Denis et al. (2000) 
Contract design
We find strong evidence for several predictions concerning loan contract design as discussed in section 3 as well as current literature.
The length of maturity has an impact on loan pricing. In column three of table three, the coefficient of maturity is significantly negative at the one per cent level: an increase in maturity from, for example, one year to two years, reduces the loan rate by 142.4 basis points. When we tabulate the loan rate versus maturity, we see a clearly downward slopping yield curve, especially for loans with less than one year maturity. The negative effect of maturity on the 20 loan rate is consistent with the result in Degryse and Ongena (2005) . They find that the negative relation holds for loans with a maturity shorter than five years, but when loans have a maturity longer than seven years, the increased duration increases the lending rate. Thus, the yield curve can be humped with the maturity. 5 Ninety per cent of the 168 bank loans from 1990-1995 had maturities of less than one year. This explains the negative coefficient of maturity in the regression.
Collateral is an important factor in loan pricing. The coefficient on fitted collateral is significant at 0.906 and 0.115 in columns three and six, respectively, of table three. The result supports the moral hazard model that riskier borrowers are more likely to be required to provide collateral and be charged a higher interest rate because banks can use collateral to reduce the borrowers' incentives for asset-substitution.
The relationship lending story is found in column three. Borrowers with a longer relationship were charged lower interest rates than are borrowers with a shorter relationship by 125.6 basis points. This shows that a longer bank-borrower relationship leads to better lending rates for borrowers. However, we did not find evidence of this in the second sample period (in column six), probably due to the strong interest rate censoring that started in 1997, which left the bank limited room to favor long-term customers in terms of the lending rate.
Evidence for the predictions on the relationship of maturity and credit rating is also supported. However, the evidence occurs in the period from 1997-2004, which suggests that the loan pricing mechanism has become more rational after the Act. There is a non-monotonic relation between maturity and credit rating in column four, that is, borrowers with good credit ratings have short-term debt because they can get better terms for refinancing. Those with intermediate ratings have long-term debt and those with poor ratings can have only short-term 21 debt because they are rationed out of the long-term debt market, which is consistent with the result of Diamond (1991) .
We also find a negative relationship between the length of a bank-borrower relationship and the secured status in column five, which is consistent with the findings of Boot and Thakor (1994) . A long-term banking relationship helps to reduce the information asymmetry and the bank requires less collateral to price the loan.
Firm size has a significant impact on loan pricing. Large firms pay 36.9 basis points less than small firms and medium firms pay 18.9 basis points less than small firms. These findings are consistent with the literature, that is, large firms pay lower interest rates than do medium or small firms. This size effect is not found in column three for the first sample period, which suggests the increasing awareness of risks among bank officials and their recognition of firm size as a risk factor.
In general, the results from table three suggest that the bank tightened control of the credit risk of borrowers after the passage of the Commercial Banks Act 1995.
Subsample analysis of credit rating
We now examine whether the credit rating that a bank assigns correctly reflects the financial status of a firm. Panel A of table five provides the summary statistics of the credit ratings for each year since 1997. It shows a clear trend that, over time, the average rating decreases (implying that the average quality of borrower improved) from 4.8 in 1997 to 2.2 in 2004.
To explore whether the credit rating reflects the financial health of borrowers, we use Altman's Z score as a proxy for the financial status of the borrower (Altman, 2002) . It is a balance-sheet method of determining a company's financial health. We used a sub-sample of listed companies where we were able to obtain financial statements for the listed firms. where WC_TA: working capital/total assets, RE_TA: retained earnings/total assets, EBIT_TA:
earnings before interest and taxes/total assets, MV_BV: market value of the equity/book value of total liabilities, S_TA: sales/total assets, and Z: overall index.
The higher Altman's Z score indicates greater financial health of the borrower. The descriptive statistics and Spearman correlation coefficients for the key variables are reported in panels B and C of table five. In panel B, the credit rating has a mean of 1.65 within a range of one to two. Due to the low variation of Credit rating, we use the Spearman rank correlation coefficient to examine the relationship between credit rating and the Altman's Z score, and with each element of the Altman's Z score. The correlation results are presented in panel C. We find that the higher the level of working capital, retained earnings, and EBIT are, the better the credit rating of the borrower. Leverage and sales did not have a significant effect on credit rating, which could result from the short-term characteristics of loans. On average, each loan was granted for 10 months. It is not surprising that the bank is more concerned with liquidity and profitability measures than with leverage and sales, which are more useful in long-term loan risk evaluation.
To supplement our analysis, we use censored-normal regression that fits a model of the interest rate spread on Altman's Z score and other independent variables. The censored-normal regression considers a case in which the dependent variable interest rate spreads are censored differently each year. The results 6 show that Altman's Z score has a significant negative impact on the interest rate. For a one unit increase in the Altman's Z score, the bank decreases the rate 23 by 11.4 basis points for that borrower. Credit_rating still shows a significant impact on the interest rate, which suggests that credit rating captures factors other than financial information.
Taken together, the findings show that financial ratios, particularly liquidity and profitability measures, are related to credit rating, and that the overall financial status of borrowers is correctly priced by the bank.
Non-performing loan performance after the Act on commercial banks
In the above analysis, we found that the bank tightened its risk control of borrowers after the enactment of the Act on Commercial Banks 1995. If the bank has correctly measured the risks, then we can expect a decrease in the number of non-performing loans, which is a key measure of the quality of a bank's assets. Table six NPL ratio in the four big state commercial banks was 9.22 per cent and the NPL ratio in the remaining 12 commercial banks was 2.81 per cent. 7 Our finding that the bank strengthened its credit risk control supports the decrease in the NPL ratios that were found in many commercial banks.
5.4
Comparison with other banks and other economies.
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After bank loans are classified as non-performing loans, banks usually would sell NPLs to one of the four asset management corporations (AMC) that focus on the recovery of NPLs. Based on various publications from the China Banking Regulatory Commission, we report the recovery rates from the earliest available date in In terms of the overall efficiency of the state bank, Allen et al (2005) compared China with other economies on finance efficiency. China's measure was below all in the sub-sample of LLSV countries (La Porta et al., 1997; 1998) . This suggests that China's financial system is under-developed relative to most other countries.
Robustness of the results
A criticism that we anticipate concerns the representativeness of the bank's data. An empirical study based on one bank's data may not speak for the changing lending behavior of banks in China. To address this issue, we employed a database from another government-owned joint commercial bank (Bank B) First, we find that the bank tightened credit terms in granting loans after the passage of the Act in 1995. To be more specific, the credit rating of the firm, the size of the borrowing firm, the collateral status of a loan, and the ownership of borrowers are all important determining factors in the interest rate. Second, we find that the bank charges SOEs an interest rate higher than that charged to private firms by 6.8 basis points. Third, we find negative interrelationships between loan maturity and the collateral status of a loan which suggests that shortening maturity and This investigation is timely, because there is ongoing banking reform in China. It is important because it also provides some insights into a government banking system in transition. The findings of this paper also contribute toward the understanding of the importance of institutional development (i.e., an improved economic and legal environment) in financial markets. Finally, the recent credit risk management failures in the US sub-prime market suggest strongly that a focus on bank lending is not solely in the purview of developing nations, but remains a vital issue worldwide. Note: * Significant at the 5% level; ** significant at the 1% level.
11 The bank did not have credit rating system before 1997, thus Credit rating is available only from 1997. 
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